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CONSTRUCTI VE VS.  DESTRUCTI VE COWPETI TI ON
Statement of Stephen Herzenberg
Executive Director, Keystone Research Center
(717/255-7145; sherzenber@aol.com)
Public Hearing of the US. Trade Deficit Review Commission
Pi ttsburgh, Pennsylvania
Museum of Art Theater, Carnegie Musem of Art
Cct ober 29, 1999

Mr. Chairman and honorable menbers of the Trade Deficit Review

Conmi ssion, ny name is Stephen Herzenberg. | am the Executive Director
of the Keystone Research Center, an economic research organization wth
headquarters in Harrisburg, Pennsylvania. | hold a Ph.D. in econonics
fromMT. Prior to joining the Keystone Research Center, | conducted
research on the auto industry and on the issue of trade and
international |abor standards for 10 years, seven of them at the
International Bureau of the US. Department of Labor and the U S
Congressional Ofice of Technology Assessnent. (During nmy last year at
the US. Labor Departnent, | served as an assistant to the chief
negotiator of the labor side agreement to the North Anerican Free Trade
Agreenent .)

In ny remarks today, | want first to consider the inpact of trade on the
netropolitan area and state that host these hearings today. In the
second half of ny remarks, | will use the experience of the US. auto
industry to raise fundamental questions about current U S. trade policy.
The central question that | wish to put before the Commission is whether
the ahistorical neoclassical economic framework is the nost powerful way
to think about trade and economc integration and thus a good guide to
public policy. M own view is that it is not.

The Destruction of the Od Econony in Pennsylvania

Pennsyl vania, especially the Wstern half anchored by the Pittsburgh
netropolitan area, was alnmost synonymous with the post-Wrld War |1
manuf acturing-based U.S. econony. In 1970, manufacturing accounted for
35 percent of Pennsylvania jobs. Wthin the Keystone state, unions
negotiated mddle-class wages for blue-collar workers in steel nills,
coal mines, and apparel shops (as well as non-nmanufacturing workers in
industries such as construction, trucking, and supernarkets). Family-
supporting wages enabled one parent to remain at hone with young and
sonetimes school-age children. As a result of its concentration of

m ddl e-cl ass manufacturing jobs, Pennsylvania in 1979 had the second
nost equal famly incone distribution in the nation (neasured by the
incone of the mddle 20 percent of families relative to the income of
the richest 20 percent of families).®

The shrinkage of the manufacturing sector, accelerated by the trade
deficits of the early 1980s, hit Pennsylvania hard. From 1970 to 1995,
Pennsylvania lost 39 percent of its manufacturing jobs, the rest of the
United States less than 2 percent. In absolute nunbers, Pennsylvania

! Pennsylvania was in a virtual tie for the second nost equal income
distribution with two other states. Data in this and the next two paragraphs
come from Stephen Herzenberg with Lesley Nearman, The State of Wrking
Pennsylvania 1996 (Harrisburg: Keystone Research Center, 1996).



lost alnmost twice as many nanufacturing jobs as the rest of the nation
put together. From 1980 to 1994, conpositional changes in industry
empl oyment in the state - prinmarily the decline in Pennsylvania
manufacturing enpl oyment -- accounted for a $1,000 decline in average
annual wages. (That is, if the enploynent share of all industries in the
state had been the same in 1994 as in 1980, Pennsylvania average annual
wages woul d have been $850 higher.)

In the 1980s, the nost difficult decade for U S. working people since
the 1930s, Western Pennsylvania saw its household incone decline by nore
than all but two US. states - Louisiana and Wst Virginia. The state
al§ho plumeted from second in the state famly income equity rankings to
267,

When their major plants shut down, Pennsylvania places that synbolized a
century of industrial developnent and a century of American history
began to resenble ghost towns: Braddock, A iquippa, dairton,
McKeesport, Rochester, East Pittsburgh, Duquesne, Beaver Falls,

Monesson, Honest ead. In Honmestead, the US. Steel Wrks that Andrew
Carnegi e bought in 1883 closed its doors in 1986. As well as factories,
a way of life and the comunities they sustained disappeared.

For Pennsylvania and netropolitan Pittsburgh, the 1990s have been a
better decade than the 1980s. But working people have not recovered the
ground that they lost in the 1980s. For exanpl e,

in 1998, the inflation-adjusted median wage of Pennsylvania workers
remai ned 49 cents per hour below its 1979 level (conpared to 35 cents
per hour lower nationally) -- $1,000 less in annual income for a
full-time, full-year worker;

nen in Pennsylvania (and nationally) have seen their median wage fall
$1.80 per hour, while African-Arerican Pennsylvania remain $3.21 per
hour behind their 1979 earnings - sone $6,420 behind for a full-tine,
full -year worker;'

in 1997 (the latest year for which we have conputed these figures),
the nmedian wage for Pittsburgh-area workers stood $2.55 below its
1979 level. Wile in 1979 Pittsburgh-area workers made $1.35 per
hour nore than Philadel phia-area workers, by 1997 they made $2 per
hour |ess;

job growth in Pennsylvania renmains sluggish relative to the rest of
the country. From 1994-97, enploynment expanded 7.5 percent in the
United States but only 4 percent in Pennsylvania. In metropolitan
Pittsburgh, job growh from 1994 to 1996 equaled 1.9 percent,
conpared to 2.9 percent in the state as a whole.’

far, Pittsburgh's efforts to redefine itself as a high-tech, post-
industrial city are not expanding econonic opportunity for working
people or rebuilding the niddle class.

* This and the previous bullet conme from Howard Wal, The State of Werking
Pennsylvania 1999 (Harrisburg: Keystone Research Center, 1999).

¥ This and the previous bullet conme from Stephen Herzenberg and Howard Wal,
The State of Wrking Pennsylvania 1998 (Harrisburg: Keystone Research Center,
1998).



QG hers who testify before this comittee will report on research that
attenpts to disentangle the inpact of trade (and trade deficits) on the
| abor market from the inpact of other variables (such as immigratidn,
declining union density, the real value of the mninmm wage, and skill-
bi ased technol ogical change). Wile that research is valuable, the
impact of these factors is not, in fact, separable. Trade, and trade
deficits, have had a lead role in the transformation of power relations
and wage-setting institutions that lie behind the dramatic shifts in
U.S. wage distribution over the past two decades.

Unnatural Selection in the Auto Parts Industry: the Survival of the
Fatt est

Having considered sonme of the social cost: of trade and trade deficits,
I now turn to their econom c consequences. The standard view is that
the economc benefits of trade outweigh the social costs - there are net
gains from trade. The econonic benefits supposedly result from
improvenents in allocative efficiency, exploitation of increasing
returns to scale (possible because trade allows conpanies in an
integrated narket to specialize in producing larger volumes of a smaller
range of products), or through conpetition and "creative destruction.”

The industry through which | want to consider the econom c consequences
of trade is the US. auto sector. As you heard earlier today, the auto
industry has consistently accounted for a large share of the US. trade
deficit. This year, the auto industry wll account for a trade deficit
in the neighborhood of $100 billion (see Table 1).

Since the late 1970s, production within the US. auto industry has been,

revolutionized, in part because of rising inports from Japan and
Japanese foreign direct investnent. Many analysts have seen this
transformation as having unanbiguously positive effects. In 1990, for

exampl e, Wnack and co-authors predicted that industry restructuring
based on the Japanese "lean production” nodel would raise productivity
and quality, create efficient assenbler-supplier networks, and create
rising wages and nore rewarding jobs for production and white-collar
workers.® Tt hasn't quite worked out that way.

t James Womack, Daniel Jones, and Dan Roos, The Machine that Changed the Wrld
(New York: Rawson Associates, 1990). This book also predicted that balanced
North America-Asia trade in autonobiles and parts would result from the
emergence of a North Anerican auto production system nodeled after the one in
Japan. Wonack, however, backed away from this position in Congressional
testinmony during the debate over the North Anerican Free Trade Agreenent.
Wonack acknow edged that "[Japanese |ean] production, once set up in one

pl ace, has no tendency to nigrate," partly because firms nust stay honme to
naintain the enploynent security that gives workers nore incentive to
contribute to performance inprovenent. Cited in Stephen Herzenberg,
"Continental Integration and the Future of the North Anerican Auto Sector," in
Driving Continentally: National Policies and the North American Auto Industry
(Gtawa: Carleton University Press, 1993).



Table 1. U S

| nports,

Exports, and Ne

t

Exports
current dollars)

Vehicl es and Equipnent Industry (billions of
Imports for Consumption
1992 1998 1998 1999
Jan.- Jan.-
Aug. Aug.
Canada 28.9 48.5 29.8 39.0
Japan 30.0 34.7 22.8 25.5
Mexico 5.5 18.2 11.8 14.2
Germany 6.5 14.0 9.2 10.9
United Kingdom 0.8 2.4 1.6 1.7
Sweden 1.5 2.2 1.2 - 1.4
Korea 0.9 1.9 1.2 1.9
China 0.1 0.3 0.2 0.3
All Other 3.0 5.6 3.4 4.3
Total 77.2 127.8 81.2 99.2
U.S. Domestic Exports
1992 1998 1998 1999
Jan. - Jan.-
Aug. Aug.
Canada 18,77 31.72 20.3 22.8
Japan T.Z Z.5 T.6 T4
VEXTTO T 1 7.9 5.7 5.0
Germany T.6 T.9 T.3 T.3
Oni Ted Kingdom 0.4 ) 06 )
Sweden
ROT €a 0.3 0.3 0.7 0.7
Chi na
AT arner U. 8 03 5.7 50
rotal 36. 3 541 36. 1 36. 7
U S Net Imports
1992 1998 1998 199¢
Jan. - Jan. -
Aug. Aug.
Canada 10.2 17.3 9.5 16.2
Japan 28.6 32.2 21.2 24.1
Mexico 1.4 10.3 6.4 9.2
Germany 4.9 12.1 7.9 9.6
United Kingdom 0.4 1.4 1.0 0.7
Sweden 1.5 2.2 1.2 1.4
Korea 0.6 .6 1.0 1.7
China 0.1 .3 0.2 0.3
All Other -6.8 -3.7 -3.3 -0.7
Total 40.9 73.7 45.1 62.5

Source: U.S. International Trade Commission Web Page

http://dataweb.usitc.gov/

in the Mtor



To be sure, case studies, survey data, and governnent statistics do
indicate that US auto assenbly plants experienced dramatic
improvenents in performance in the 1980s.

According to plant-level data, value-added per |abor hour in assenbly
pl ants5 rose 7.5 percent from 1978-88 and 10.3 percent from 1984~
1988.

e In addition, quality and reliability inproved neasurably.

But in auto parts plants, the productivity story is quite different.

o From 1978 to 1988, plant-level data show that value-added per |abor
hour in the major auto parts industrial classification (SIC 3714)

fell by 0.4 percent;®

e From 1988 to 1996, according to Bureau of Labor Statistics data,
productivity gromh in SIC 3714 picked up slightly but remained only
1.4 percent annually.'

Simultaneous with low auto parts plant productivity growh, substantial
auto enployment has shifted to |owwage plants. From 1978 to 1997,

e the nunber of United Auto Workers nmnenmbers in the auto industry fell
from about 900,000 to about 500,000;°

s production worker enployment in non-union U S. parts plants
nushroomed from an estimated 130,000 to roughly 500,000.°

® Stephen Herzenberg and David Canpbell, “Productivity Gowth in US. Auto
Suppliers," Wrking Paper, International Mtor Vehicle Program Mssachusetts
Institute of Technology, revised Decenber 1993, Table 4b. This paper analyzes
a Longitudinal Research Database gor LRD) extract which contains data on auto
parts plants in SIC 3714 from 1972 to 1998.

® Herzenberg and Canpbell, "Productivitg Gowh in US. Auto Suppliers," Table
4b. Analysis of LRD data for 1982-1992 by okamoto appears to show nuch
healthier productivity growth in a sanple of US. auto suppliers. See yumiko
Ckimoto, "Miltinationals, Production Efficiency, and Spillover Effects: The
Case of the U S Auto Parts Industry," weltwirtschaftliches Archiv 1999
135(2), Table 2, p. 253. However, nuch of this finding is a result of the
choice of 1982, as the starting date. 1982 was a year of very low capacity
utilization and a productivity trough (see Tables 6-8 and Figures 7-8 of

Her zenberg and Canpbell, Productivity Gowh; these show similar accelerations
in productivity after 1982, Even so, it takes until 1988 (or beyond) for

val ue-added labor productivity in independent parts suppliers to reach 1978
productivity levels.

" Unpublished US. Bureau of Labor Statistics data provided by Brian Friednan.
In SIC 3711 over this period, BLS data show productivity growh slow ng
to just under 1 percent annually. This raises questions about how nuch
even assenbly plants have achieved "continuous inprovenent" as opposed
to one-tinme productivity inprovenents based partly on work
intensification.

' Big Three assenbly and conmponents plants account for about 400,000 of the
500,000 in UAW auto industry enployment. UAW nenbership courtesy of the UAW
Research Departnent.



e enployment in Mexican transportation naquiladoras (that make parts
for export into the United States and Canada) rose from less than

10,000 to 169,200.%

A major incentive for these enployment shifts, within the United States
as well as to Mexico, has been wage differentials.

e \Wages in U S independent auto suppliers equaled 95 percent of
assenbly conpany wages in the 1950s but only 60 percent of assenbly
conpany wages by 1989, the last time the U S. Bureau of Labor
Statistics conducted an industry wage survey.!’ In non-union
i ndependent parts suppliers, workers in 1989 earned 51 percent of
what they did at assenbly conpanies.

From 1988 to 1998, wage dispersion within the US. auto industry
increased further. In auto assenbly plants (SIC 3711), inflation-
adj usted wages fell 2 percent. In the major auto parts SIC (3714),
whi ch includes najor assenbly conmpany conponent operations (such as
engine and transmssion plants), wages fell 9 percent. In SIC 3694,
engine electrical equipment, a parts segnent that has faced
substantial conpetition from Mxico, wages fell 13 percent.?

Research by Dan Luria provides further support for the hypothesis that
the expanding enployment share of |owwage, |owproductivity plants is
dragging down U.S. econonywi de performance.” Luria analyzes a

* Non-union production worker enploynent is estinmated as total production
worker enployment in six auto and auto parts Standard |Industrial
Oassification (SIC) codes (2396, 3465, 3592, 3691, 3694, and 371) minus UAW
menbership.  Some other unions also represent auto parts workers and that is
not taken into account in these estimates. Enploynent by SIC code available
fromthe Bureau of Labor Statistics web page (hone page www.bls.gov) at
http://146.142.4,.24/cgi-bin/dsrv

> Jorge Carrillo, "Productivity, Incone and Labor in the Autonotive Industry
in Mexico," in Commission for Labor Cooperation, North Anmerican Agreenent on
Labor Cooperation, Incomes and Productivity in North Anmerica (Dall as:

Cormmi ssion for Labor Cooperation, 1998), Table 9.9, p. 218.

US Departnent of Labor, Wage Structure: Mtor Vehicles and Parts 1950,
BLS Bulletin 1015 (Washingtorn, D.C.: Bureau of Labor Statistics, February 15,
1951). U'S. Department of Labor, Wage Structure: Part | -- Mtor Vehicles;
Part Il - Mtor Vehicle Parts 1950, BLS Report 126 (Wshington, D.C.: Bureau
of Labor Statistics, February, 1958). U.S. Departnent of Labor, Industry Wage
Survey: Mtor Vehicles and Parts. Part | - Mdtor Vehicles, June 1989. Part
Il - Mtor Vehicle Parts, August 1989 (Washington, D.C.: Bureau of Labor
Statistics, 1991).

' Average hourly earnings by SIC code available from the Bureau of Labor
Eya}ést|cs web page (hone page www.bls.gov) at http://146.142.4.24/cgi-
in/dsrv

< Daniel Luria, “Toward Lean or Rich? \Wat Peformance Benchmarking Tells Us
About SME Performance and Some Inplications for Extension Center rvices and
M ssion," paper prepared for the conference Manufacturing Mbdernization:
Learning from Evaluation Practices and Results, Atlanta, Septenber 11-12,

1996. Earlier versions of parts of this paper appeared as Daniel Luria, "Wy
W Have Mediocre Manufacturers,“ Challenge, July-August 1996. See also Daniel
Luria, "Training for Wat? The Public Purpose in a Hgh-Road Manufacturing
VWrkforce," 1997.



proprietary data base containing information on 2,000 establishments

empl oying less than 500 workers. (A disproportionate share of the
establishments are auto parts plants in Mchigan.) Luria finds that
some 15-20 percent of his establishments have rapidly growing -
productivity growh, nearly 10 percent per year. About 25 percent of
smal | shops have falling value-added and payroll per full-tine

equi val ent enployee. The remaining 55-60 percent have essentially
stagnant productivity and wage growh (averaging less than 1 percent per
year).

Luria's high-performng establishments have uniformy high capital per
wor ker, pay high wages, use nmore technol ogy, and spend much nore per
worker on technical training. The bad news is that these plants are
often undercut by a conbination of demand volatility (which often I|eaves
too much of their expensive capital idle) and the ability of |ower-wage
shops to outconpete nore productive ones on price in standardized types
of production (again robbing high-perfornmance operations of demand that
enables full wutilization of their capital). Wether these pressures
drive the high-performng establishnent out of business or lead them to
abandon a high human and capital investnent strategy by slashing wages -
"if you can't beat 'em join 'em -- the effect on US. productivity and
wages can be the same.

As in Luria's data set, wde and growi ng dispersion in productivity and
wages across plants characterizes the industrywide auto supplier data
set analyzed for the 1972-1988 period by Herzenberg and Canpbell (in
“"Productivity Gowh in US. Auto Suppliers (see especially Figure 11
showi ng dispersion in value-added |abor productivity in independent
parts suppliers.) Here, too, then, the possibility exists that the
upper end of the productivity growth distribution may sonetimes be
beaten in the market by |ower-wage firnmns.

New Trade Rules for a New Econony

Mbst neocl assical economists think of conpetition as a type of natural
selection that automatically inproves industryw de performance through
the survival of the fittest, most efficient, firms. The experience of
the auto parts industry suggests an alternative selection process, a
kind of wunnatural selection that one night call survival of the fattest
- of the least "lean" and productive plants.

Trade can and does reinforce domestic pressures that create the

potential of such unnatural selection. The credible threat of noving
production to Mexico, or other offshore locations, facilitates the
ratcheting down of wages within US. parts conpanies, while reducing the
incentive to inprove performance. Sharp increases in inports and the
trade deficit may be particularly likely to reinforce |owwage
strategies; such increases threaten capital wutilization, profitability
and survival at already struggling high-productivity, high-wage firns.

The conceptual point is that conpetition and trade can operate in
constructive or destructive ways. It is only in the econonic sphere

that Anericans appear to have trouble grasping this point. In the realm
of sports, we take for granted that conpetition can function in

different ways. The National Basketball Association's conpetition
conmmittee, for exanple, modifies the rules periodically to naintain
audience appeal. Several years ago, the committee instituted severe
penalties for flagrant fouls and prohibited hand checking. The new
rules help ensure that fluidity and athletic skill, rather than brute



force and barely contained violence, remain the keys to success on the
court. The conpetition committee, in other words, acted to discourage
destructive conpetition.

The econonic world and rules of trade are also human constructs, not
states of nature. They lead to conpetition guided byrules. The issue
is the type of conpetition that the rules encourage. Today, trade rules
and domestic policy too often encourage |owwage, |owskill conpetition
and fail to encourage w despread inprovenent of econonic performance.
The consequence is that conpetition, international and donestic, is nore
destructive and less creative than it could be. Better econonic
performance and superior social outcomes require better rules.

Sadly, the United States now conducts trade policy w thout even asking
basi ¢ questions about its inpact on econonic devel oprent.

e Wiat are the mgjor trends in productivity and other performance
indicators in mgjor tradable industries?

e How do these conpare with other countries?

e Does trade accelerate or retard the spread of innovative capacity and
performance-inproving practices that could support higher 1living
standards in the future?

To be sure, the technical challenges and the politics of achieving
better trade rules may be complex.™ But that is no excuse for pursuing
trade policy with an alnmost wllful disregard for the econonic

devel opment process in key industries.

The United States currently uses its enornous political power to

mani pul ate trade rules in ways that serve the interests of powerful

mul tinational corporations. It is time for the United States to use its
power to promote mutually beneficial economic devel opnent at home and in
our mgjor trading partners.

Y For one set of proposals, see Stephen Herzenberg, "Continental
Integration," pp. 284-290. See also US. Congressional O fice of Technol ogy
Assessnment, U.S.-Mexico Trade: Pulling Together or Pulling Apart? (WAshington,
D.C: vu.s. Congressional Ofice of Technol ogy Assessnent, 1992). especially
pPP. 36, 40, and 50-54.



